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FOREWORD 


In my budget I am providing projections of the government's revenues and 
expenditures for the five-year period ending in 1983-1984. The fiscal 
projections are based not only upon the measures contained in the budget 
but also upon projections of the revenues and expenditures arising from 
the existing tax and program structure. These in turn depend upon assump- 
tions about changes in the main economic variables over the next few 
years. This paper sets out these economic assumptions. 


While it is necessary to set out the underlying assumptions to make sense 

of the fiscal projections, I realize there are considerable risks in doing 
so. One risk is that such projections may become self-fulfilling prophecies 
because of their influence on public expectations and behaviour. Another 
risk is that such projections may create a false impression of the possibil- 
ity of predicting economic developments seven years in advance with any 
precision. Precise prediction is obviously impossible. Nevertheless, in 
order to make fiscal projections for planning purposes, assumptions that 
seem reasonably plausible about future trends in the economy are required. 
Moreover, since the budgetary projections will be updated annually, the 
underlying economic assumptions will also be revised and updated each year 
in the light of emerging trends and future policy developments. 


I would like to emphasize that what is presented here are economic projections 
rather than goals or forecasts. Indeed, the medium-term outlook implied 

by these projections and those of the Economic Council and other groups 

are unsatisfactory in many respects. The central challenge for government 
policy is to achieve substantially better economic performance than current 
trends suggest. 
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MAJOR ASSUMPTIONS UNDERLYING THE MEDIUM-TERM PROJECTION 
The External Environment 


Because Canada is heavily dependent upon foreign trade, assumptions regarding 
the growth of income and prices in other major industrialized countries 

are of crucial importance in projecting Canadian economic developments. 

The outlook for the American economy is particularly important: trade 

with the United States accounts for about 70 per cent of the total value 

of Canada's international trade. 


Forecasts of U.S. Gross National Expenditure (GNE) growth over the next 
seven years prepared by major forecasting agencies and research groups 
have been revised downward substantially over the past year or so. In 
1978, U.S. forecasters generally anticipated average U.S. GNE growth of 
over 4 per cent per year over the medium term. The current consensus view 
is that the U.S. economy will expand slowly over the medium term, with 
projected average annual growth ranging between 2 and 3 per cent. 


Table 1 presents the main external assumptions underlying the present 
projections. U.S. GNE is assumed to grow at an average annual rate of 
2.6 per cent over the 1979-1985 period. In other countries of the 
Organization for Economic Cooperation and Development, the indexes of 
industrial production in OECD Europe and Japan are assumed to grow at 
average annual rates of 3.7 and 5.5 per cent respectively. The U.S. 
wholesale price index (WPI) is assumed to increase at an average annual 
rate of 9.5 per cent. Over the 1981-1985 period, external average growth 
rates are projected to be somewhat higher, and external inflation rates 
lower, than in the longer period 1979-1985. 


Table | 
External Assumptions, 1979-1985 

1979-1985 198151985 
Average yearly U.S. GNE growth (per cent) 226 3.4 


Average yearly OECD Europe and Japanese growth, 
index of industrial production (per cent) 


OECD Europe Sah 4.] 
Japan 315.6) ais y/ 
Average import price growth (U.S. WPI, per cent) G55 8.7, 


Source: Department of Finance. 


Domestic Crude 01] and Gas 


Domestic crude oi] prices are assumed to increase by $1 per barrel in 
January, 1980, $2 per barrel in July, 1980, $1 per barrel in October, 
1980, and $2.25 per barrel at six-month intervals thereafter through the 
period to 1985. The domestic price of natural gas at the consumer level 
is assumed to rise commensurately with the price of 011 on the basis that 
the present 85-per-cent parity relationship will continue to apply to 
volumes of gas equal to 1979 domestic consumption. Volumes in excess of 
that are assumed to qualify for rebates to distributors which can be 

used to facilitate conversion to gas. 


Population and Labour Force Growth 


Future rates of labour force growth are dependent upon the rate of increase 
of the working-age population and the evolution of participation rates. 

In the postwar period most of the growth of the Canadian labour force has 
resulted from increases in the rate of growth of the working-age popula- 
tion. While labour force participation rates have risen strongly since 
1963, working-age population growth has still accounted for over 70 per 
cent of total labour force growth. 


Table 2 


Projected Annual Percentage Increases in the Working-Age Population and 
the Labour Force, and the Aggregate Participation Rate, 1979-1985 


Percentage Increases in Participation 
Working-Age Population Labour Force Rate 
(per cent) 

1273 lias) Bes See 
1980 La Z| 63.6 
1981 1.5 he | 64.1 
1982 lz3 apd 64.5 
1983 ez 28 65.2 
1984 lea cae 65:9 
1985 12 Zeal 66.5 
Source: Department of Finance. 


There are two sources of working-age population growth: the natural in- 
crease in the population; and the net immigration of persons aged 15 and 
over. The natural increase component of working-age population growth to 
1985 is known with a high degree of certainty. The population projection 
assumes a constant average rate of net immigration of 50,000 persons per 
year (a figure significantly lower than the average yearly net immigration 


into Canada of slightly over 80,000 recorded over the three decades follow- 
ing World War II). The growth rate of the working-age population on this 
basis is projected to decrease from 1.8 per cent in 1979 to 1.2 per cent 

The 1983; 


The participation rate is expected to rise by 0.3 percentage points in 
1980, to a level of 63.6 per cent. Thereafter, the participation rate is 
projected to increase significantly, reaching 66.5 per cent in 1985. 
Strong growth in the participation rate of adult women is expected to be 
the main factor in this overall rise, continuing the trend of the last 25 
years. 


The labour force is anticipated to grow significantly over the period, but 
at a declining rate. The basic pattern of labour force growth is shaped 
by the growth of the labour force source population. However, continued 
steady growth in the participation rate should ensure that labour force 
growth rates, on a year-to-year basis, significantly exceed working-age 
population growth rates. 


OUTPUT AND EMPLOYMENT 


Table 3 sets out the growth rates projected for a number of main aggregates, 
as well as the projected behaviour of the unemployment rate. The rate of 
growth of real GNE is projected to slow down sharply in 1980, then rebound 
in 1981 and remain in the 3.5- to 4-per-cent range through the rest of the 
period to 1985, as the U.S. economy recovers from its projected poor per- 
formance in 1980. 


Table 3 


Projected Percentage Rates of Growth of GNE, Productivity, 
Employment and the Labour Force; and the Unemployment Rate and 


the Percentage of the Working-Age Population Employed, 1979-1985 


Rates of Growth Unemployment Percentage of 
Rate Working-Age 
GNE Produc?) Emp loy- Labour (per cent of Population 
nominal(|1) real_ tivity ment Force Labour Force) Employed 
1979 sede 228 12.0 2) Zao ers 58.5 
1980... lias eeQ -0.4 1.4 ae 8.4 jogs 
198] 14.6 ol) 0.8 Aas ea: 8.3 0G. 0 
1982.54: 1Ae/ 3.8 ar ae | Ze Lod. 3276 
(Jose eal oed 320 al a5 Zit P25 60.3 
T9845 o14.9 330 1.4 Ze lass TaD 61.0 
Faso, 34 1125 i ee 1.4 24 food ba5 61.5 
Average, 
1981- 
T9855, h3e2 es 1] 2x5 Cee eed 60.2 
1979- 
198527 aro 0.6 2.4 v3 hel Oey 


(1) Based on high price scenario, see page 16. 
(2) Productivity is defined here as real GNE per employed person. 


Source: Department of Finance. 


Employment growth is projected to decline in 1980 as GNE growth decreases, 
and then recover with the stronger GNE growth projected after 1980. The 
unemployment rate is projected to increase from 7.5 per cent in 1979 to 
8.3 per cent in 1980, to decline after 1981 to a level of 7.5 per cent in 
1983, and to remain at that level in 1984 and 1985. It should be stressed 
that relatively small changes in rates of growth of employment and the 
labour force can lead to significant differences in the level of the 
unemployment rate by the end of the period. 


The percentage of the working-age population which is employed (the 
employment rate) is projected to decline marginally in 1980, and then to 
rise strongly over the period to 1985 as the unemployment rate declines 
and the participation rate increases relatively steadily. Between 1966 
and 1978, the employment rate increased by only 2 percentage points, from 
55.4 to 57.4 per cent. The 3-percentage-point increase in the employment 
rate projected between 1979 and 1985 is thus a very large increase by 
historical standards. 


Productivity is projected to decline by 1.0 and 0.4 per cent in 1979 and 
1980 respectively, before beginning to increase again in 1981. Productiv- 
ity growth in excess of 1 per cent per year is projected in 1982 and 
subsequent years. On average over the period 1981-1985, productivity is 
projected to grow by 1.1 per cent per year. This is substantially higher 
than productivity growth in the period 1974-1980, but below the average 
annual increase of 2.3 per cent achieved from 1956 to 1973. 


It is widely recognized that there is a strong cyclical element in the 
rate of productivity growth. The extent of the decline in average produc- 
tivity growth since 1973, however, has caused many observers to suspect 
that the underlying trend rate of productivity growth in Canada may also 
have fallen in the post-1973 period. 


A number of non-cyclical factors which might have worked towards depressing 
productivity growth since 1973 have been examined. First, the behaviour 

of output and productivity growth in the o1i1- and natural-gas-related 
industries has changed markedly since 1973. In the years prior to 1973, 
oi] and natural gas production increased strongly, as did productivity in 
the associated extraction and distribution industries. For example, pro- 
ductivity growth in the crude petroleum and natural gas extraction industry 
averaged 7.8 per cent over the period 1962-1966, and 7.0 per cent over the 
period 1967-1973. Since 1973, however, oi] and natural gas output have 
fallen, both because natural supply constraints have been encountered, and 
because of policy decisions aimed at conserving oil and gas resources for 
domestic needs. This decline in output has put downward pressure on 
productivity growth in the oil- and gas-related industries. At the same 
time, employment growth in these industries has also accelerated; in part 
at least, this appears to be related to the expansion of exploration and 
development activities since 1973. Output per person employed in the 

crude petroleum and natural gas extraction industry is estimated to have 
fallen by nearly 12 per cent per year since 1973. 


The decline in productivity in these industries had a significant impact 
on economy-wide productivity growth. Indeed, as much as one-fifth of the 
overall productivity slowdown in the economy can be attributed to the 


effect of the essentially non-cyclical drop in productivity in oil- and 
gas-related industries. 


Second, a significant slowdown has occurred in the rate of growth of 

capital per person employed in Canada in the 1970s. The secular increase 
in the growth of labour productivity has for a long time been attributed 

in part to increases in the capital stock per employed worker in the 
economy. Consequently, a decline in the rate of growth of the capital-to- 
labour ratio should be expected to reduce the growth of labour productivity. 


The slowdown in the growth of capital intensity in Canada in the 1970s has 
been widespread, affecting most of the major industrial sectors of the 
economy. The sharpest slowdown has occurred in the mining industry, in 
which productivity growth has also fallen very sharply since 1973. Other 
sectors in which significantly slower growth in the capital-to-labour 
ratio has occurred in the 1970s include manufacturing, electric power and 
gas distribution, transportation, storage and communications, trade and 
finance, insurance and real estate. 


The factors which have accounted for the changed pattern of growth in 
capital intensity in Canada are not as yet well understood. The Economic 
Council suggests that the change in the growth rate of the capital-to-labour 
ratio may be in part attributable to lower real rates of return on capital, 
stemming from the acceleration of inflation in the 1970s plus an associated 
climate of uncertainty and higher risk.(1) It may be noted, however, that 
an increase in employment growth, rather than a slowing of investment 
growth, lies behind the slower growth of capital intensity in most indus- 
trial sectors. This suggests that other factors have also influenced the 
evolution of the capital-to-labour ratio. 


The major increase in relative energy prices which occurred in 1973-1974 
may also have influenced recorded productivity growth in the non-energy 
sectors. At least in some sectors, one of the effects of the energy 
price increase would have been to induce employers to substitute labour 
for energy-intensive capital. 


A variety of other factors have been suggested as being possible contri- 
butors to the post-1973 productivity slowdown. These factors include: 

the increased share of women and young persons in employment; an increase 

in the share of output accounted for by the lower-productivity service 
sector; and government environmental-protection regulations requiring the 
installation of pollution-abatement equipment. However, a close examination 
of developments in these areas provides little evidence that they have played 
a major role in depressing productivity growth in the 1974-1978 period. 


Considerable uncertainty remains as to the current underlying rate of 
productivity growth in Canada. Despite this, there seems to be scope for 
some cyclical improvement in productivity growth as output growth increases 
after 1980, and for some improvement in the underlying rate of productivity 
growth as the stock of capital is expanded and modernized. 


-—__—oeoOoOoOoO 


(1) Iwo Cheers for the Eighties, Economic Council of Canada, Ottawa, 
1979. 


THE STRUCTURE OF AGGREGATE DEMAND 


Table 4 presents the projected growth rates for each of the main components 
of aggregate demand for 1979 and 1980, and corresponding average annual 
growth rates for the periods 1981-1985 and 1979-1985. Because year-to-year 
changes in individual demand components cannot be projected with a great 
deal of accuracy beyond a year or two into the future, only average annual 
growth rates are given for the period 1981-1985. 


The strongest source of growth in the economy, in both the short and 
medium term, is expected to be non-residential investment. Consumption is 
expected to grow more quickly than GNE in 1979 and 1980, thus providing 
significant support to aggregate growth. After 1980, consumption is 
projected to maintain its share of GNE. Reflecting the commitments at all 
levels of government to continued expenditure restraint, government current 
and capital expenditures are projected to grow at an average annual rate 
of less than 1 per cent over the 1979-1985 period. Residential investment 
is expected to drop sharply in 1979, but to recover modestly in 1980 and 
then grow more strongly during the first half of the 1980s. The foreign 
sector is expected to exert a drag on aggregate growth in the short term, 
but after 1980 exports are projected to grow more rapidly than imports. 


Table 4 


Projected Percentage Rates of Growth of Components of 
Real Aggregate Demand, 1979-1985 


Non 
Resi- resi- 

Cong dential dential 

Sump- Govern- Invest- Invest- Total Total 

tion ment(1) ment ment Exports Imports GNE 
1979 3 = OZ =9).0 10.6 lex 9 Bays 208 
1980 "eis =0e3 Dee Avi5 #026 035 ic) 
Average 
1981- 
1985. % 325 haz 4.6 eee) 4.6 4.2 Bed 
19795 
S85 ae x3 0.8 Qed bral 345 Baad Bur 


(1) Includes both current and capital expenditures of all levels of 
government. 


Source: Department of Finance. 


a) Consumption Expenditures 


The 3.3-per-cent average annual growth rate of consumption projected over 
the period 1979-1985 is substantially lower than the 4.5-per-cent average 
annual growth recorded since 1973. However, consumption growth over the 
1973-1978 period was supported by strong average real wage growth as wel] 
as by significant personal income tax cuts. In the absence of these 
factors, consumption growth would have slowed down significantly as a 
result of the rise in the personal savings rate to historically high 
levels during the same period. The savings rate reached 10.9 per cent of 
personal disposable income in 1975, a level twice as high as the average 
level recorded between 1956 and 1973. The dramatic increase in the personal 
savings rate between 1970 and 1975 represented, by itself, an important 
depressing influence on consumption growth. 


Part of the increase in the personal savings rate during the 1970s can be 
attributed to important institutional and tax changes made during the last 
few years which increased the incentive to save. One example is the 
personal income tax deduction introduced in 1974 of up to $1,000 for 
Canadian-source interest and dividend receipts. Another feature of the 
tax system which may have stimulated savings is the treatment of qualified 
contributions to Registered Retirement Savings Plans (RRSPs). The use of 
the RRSP as an investment vehicle increased considerably in popularity 
during the 1970s, following the qualification of spousal plans in 1974 and 
the raising of the limits of deductibility in 1976. 


In addition, some of the increase in the personal savings rate seems to 
have been related to the increase in the rate of inflation during the 
1970s. Accelerating inflation may have prompted some individuals to put 
more of their disposable income into savings to try to maintain the real 
value of their existing financial assets. Others may have reacted to the 
general climate of uncertainty engendered by rising rates of inflation. 


As well, there are a number of more direct linkages between inflation and 
the measured personal savings rate. First, during periods of high infla- 
tion, nominal interest receipts tend to include an inflationary premium 
which provides some offset to the anticipated erosion of the real value of 
personal wealth. Inflation thus leads to increases in nominal interest 
income and, to the extent that individuals do not consume the inflationary 
premium, to increases in measured savings as well. 


A second factor is the behaviour of trusteed pension plans and their 
treatment in the national accounts. Employer contributions to trusteed 
pension plans are considered in the national accounts as a form of supple- 
mentary labour income. Over the last two decades employer contributions 
as a share of labour income have almost doubled in importance, from 1.2 per 
cent in 1960 to 2.3 per cent in 1977, with almost 80 per cent of this 
increase having occurred since 1970. This reflects the increasing number 
of pension plans, improvements in the pension benefits financed by employ- 
ers, and also increases in employer contributions to cover the growth of 
unfunded liabilities in pension funds, which have been closely related to 
the acceleration of inflation. 


In the early years of the projection, institutional factors and continuing 
high rates of inflation will act to maintain the personal savings rate 
close to the historically high rates experienced in recent years. In 
later years, some decline can be expected although the personal savings 
rate is not projected to fall below 9 per cent. 


b) Government Expenditure and Deficit Projections 


In real terms, total government expenditures on goods and services are 
projected to decline marginally in 1979 and 1980, and to grow at an average 
rate of less than 1 per cent per year over the entire period 1979-1985. 
This projection reflects the commitment of the federal government to limit 
the growth of its total expenditures in nominal terms to 10 per cent. 

Total expenditures of the provincial-local-hospital (PLH) sector in nominal 
terms are projected to grow at a rate of less than 12 per cent per year. 
This is based on the assumptions that existing PLH sector programs are 
continued, and that no new major programs in this sector are introduced. 


The projection of government revenues is based on the existing tax structure 
after inclusion of the federal initiatives announced in the budget in 
December, 1979. Federal revenues are projected to grow substantially more 
quickly than current dollar GNP in 1980, due in large part to the excise 

tax on transportation fuels, the new energy tax, and the corporate surtax. 
The share of federal revenues in GNP is projected to decline over the 

medium term from its 1980 level. PLH sector revenues are projected to 

grow slightly more slowly than GNP, despite the substantial increase in 

oil and gas royalties associated with higher energy prices. 


Combining expenditure and revenue projections results in the projections 
for balances on a national accounts basis displayed in Table 5. The 
federal deficit is projected to decline sharply from $9.6 billion in 1979 
to $8.0 billion in 1980, and then to continue to decline, to $4.4 billion 
in 1983. Continuation of present policies would result in further declines 
in 1984 and 1985. 


The PLH sector balance is projected to swing from a deficit of $0.2 billion 
in 1979 to a surplus of $4.2 billion in 1985. The swing into surplus of 
the PLH sector masks divergent trends in the balances of the oil- and 
gas-producing provinces (British Columbia, Alberta and Saskatchewan) and 
of the other provinces. The surplus of the oil- and gas-producing provin- 
ces is projected to rise by over $1 billion per year, from a projected 
level of about $3 billion in 1980 to almost $10 billion in 1985. In 
contrast, the combined deficit of the other provinces is projected to 
increase steadily in dollar terms. The deficit of these provinces would, 
however, remain relatively stable as a percentage of GNE at a level in the 
average historical range for these provinces. 


The total government sector balance is projected to move out of deficit 
and into surplus by 1983, reflecting the decline in the federal government 
deficit and the shift into surplus of the PLH sector. 


Table 5 


Projected Government Sector Budget Surpluses (+) and Deficits (-), on a National 


Accounts Basis, in Current Dollars and as Percentage Shares of GNE, 1979-1985 
19730 SO meee 1982 1983 1984 1985 


Federal 
$ billions = Obi 801s? 7 OM Sbe5 | S44 2H 5 Fee wil 
Percentage of GNE SS We Sac One az TS Gi a0). OR / a aes 
Provincial-local-hospital 
$ billions —Ole2 Ona 1.0 L465 2.4 322 4.2 
Percentage of GNE ‘iE 0 OMS 0.4 0.6 OV. 0.8 
B.C., Alberta & 
Saskatchewan 
$ billions ee Bae 4.3 5.5 Woes 8.4 Te] 
All other provinces 
$ billions 2s Gey HOw Ol 363i Shak KOM Oe Oui meat 
Canada/Quebec Pension Plans 
$ billions 2.6 2.6 2.8 ges Sul Si oan 
Percentage of GNE 140 0.9 G29 0.8 Ou? Ons 0.6 
Total government sector 
$ billions + Sere oY Vel aoe ae | Tel 33:0 5.4 
Percentage of GNE “2ACY ee ator ls Uh Oe 2 0.6 20) 
Source: Department of Finance. 


c) Residential Investment 


Residential investment is expected to recover slightly in 1980 from the 
low level reached after three consecutive years of decline. It is then 
projected to rise by 4.6 per cent per year from 1981 to 1985. 


Table 6 provides the projection of housing starts over the medium term. 
This projection was prepared in co-operation with the Canada Mortgage and 
Housing Corporation. It takes into account projected rates of growth of 
population and family units, migration patterns and the new income tax 
provisions for mortgage interest and property tax credits. 


An important factor underlying the projection of residential investment 
expenditures provided in Table 4 is a projected shift in the composition 
of housing demand towards owner-occupied single homes. This shift is the 
result of both increased migration towards Western Canada and the new tax 
credit program. 
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Table 6 


Projected Housing Starts, 1979-1985 


Housing Starts 
(thousands of units) 


1973 195 
1980 180 
1981 200 
1982 oon 
1983 225 
1984 222 
1985 218 


Source: Canada Mortgage and Housing Corporation, and Department of Finance. 
d) Non-Residential Investment 


Non-residential investment is projected to be the strongest growth component 
of aggregate demand over the medium term. 


Within this total, energy-related investment is projected to grow at an 
average annual rate of 6.8 per cent in real terms. 


The single most important element of energy investment is investment in 
electrical generation and transmission capacity. Electric power investment 
is projected to grow on average by 3.1 per cent per year over the medium 
term. The outlook for electric power investment has changed significantly 
over the past three years, and remains subject to considerable uncertainty. 
Slow economic growth experienced in recent years, only moderate rates of 
growth expected over the medium term, very significant increases in elec- 
tricity rates, and conservation measures promoted by governments have al] 
worked to reduce current and projected rates of electricity demand increases. 
Projections of electric power investment have been revised downwards as a 
result. 


A number of major projects have been assumed to occur in the oilsands, 
heavy oi] and pipeline areas. These projects include the Alsands tar 
sands plant, the Cold Lake in situ heavy 011 plant, an expansion of the 
Syncrude project and the Great Canadian 0i1] Sands operation, allowance for 
a further oilsands project with investment commencing in 1983, the Alaska 
Highway gas pipeline, and an expansion of gas pipeline facilities to 
Quebec City. This projection assumes that the bulk of the investment in 
the Alsands and Cold Lake projects will have occurred by 1985. The other 
projects are assumed to have been completed by that year. 


Non-energy, non-residential investment is projected to grow at an average 
annual rate of 5.8 per cent. This high rate of growth reflects the high 
rates of capacity utilization reached in a number of industries over the 
past year, particularly within the manufacturing sector. Indeed, capacity 
constraints are now being felt in a number of key export-oriented indus- 
tries. Significant increases in capacity will have to be put in place if 
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the overall output growth projected over the 1979-1985 period is to be 
realized. Rates of return on new physical assets will have to be high 
enough to make additions to capacity profitable. Otherwise, the resulting 
supply bottlenecks would hold back output expansion, and convert increased 
demand into increased inflationary pressures and widening current account 
deficits. 


Chart 1 presents estimates of after-tax rates of return on equity for the 
corporate non-financial sector in Canada since 1963 as reported and after 
adjustment for the unreported costs incurred in an inflationary environment. 
The chart shows that between 1973 and 1977 the after-tax real rate of 
return on equity fell sharply in the corporate non-financial sector. This 
deterioration stemmed from a combination of low rates of capacity utiliza- 
tion, high rates of inflation, and rapid changes in the relative price of 
energy inputs. Available estimates also show, however, that the current 
real rate of return on equity in the corporate non-financial secter has 
recovered from the historically low levels reached in 1977. During the 
first half of 1979, the real rate of return has been restored to levels 
comparable to the levels experienced in two earlier seven-year periods of 
strong non-residential investment growth (i.e. 1961-1967 and 1969-1975). 
The return to more normal rates of return reflects in part the deprecia- 
tion of the exchange rate, the sharp fall in real wage costs, and the 
strong recovery in capacity utilization rates, since early 1978. 


These movements in rates of return for the total non-financial corporate 
sector, however, hide significant differences between the rates of return 
in the energy and non-energy sectors. With the increase in energy prices, 
after-tax rates of return in the energy sector have remained fairly high 
since 1973, despite a significant fall in rates of capacity utilization 
and despite the fact that new sources of energy are more expensive to find 
and to bring into production now than in earlier years. These high rates 
of return will help sustain the growth of investment in the energy sector. 


In the non-energy sector, despite a strong recovery in late 1978 and early 
1979, after-tax rates of return in the first half of 1979 were somewhat 
lower, on average, than in earlier periods of strong growth in non- 
residential investment. Within the non-energy sector, rates of return in 
manufacturing in the first half of 1979 were comparable to rates of return 
in earlier periods of strong investment growth. Rates of return, however, 
remained somewhat lower in other non-energy-producing industries. 


Since the strength of incentives to invest depends on the interaction 
between rates of return on new incremental capital and the supply cost of 
investment funds, changes in the cost of capital will also influence 
investment spending. The cost of funds for investment can be considered 
as an average of the cost of debt and equity capital, weighted by the 
proportion of the two in desired corporate financial structures. 


In the case of equity capital, there is some evidence that the real cost 

of funds for equity investment may have increased in the mid 1970s. 

Similar findings have been reported recently for the cost of equity capital 
in the United States. The available evidence for Canada, however, suggests 
that the supply cost of equity capital subsequently fell back toward 
historical levels during the second half of the 1970s . 
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Chart 1 


After-Tax Rates of Return on Equity, 
Private Corporate Non-Financial Sector, All Industries, Canada, 1963-1979 


Per cent 
20 20 
18 18 
16 Reported 16 
14 14 
12 12 
10 Inflation- 10 


Adjusted 


8 8 
6 6 
4 4 
2 2 
0 0 


1963 65 70 1h) 1979 


(1) 1979 data are seasonally-adjusted data referring to the first two quarters only. 


(2) The break in the series reflects the revision in recent years of the list of corporations 
included in the Statistics Canada sample. The estimate for 1979 is based on data 
pertaining only to corporations with $10 million or more in assets. 


Source: Statistics Canada, /ndustrial Corporations: Financial Statistics, Cat. 61-003; 
and Department of Finance. 


In the case of debt capital, the available evidence suggests that the real 
rate of interest has been significantly lower in recent years than in the 
1960s and early 1970s. Reflecting the rapid increase in nominal rates of 
interest since early 1979, real rates of interest have increased. Real 
rates of interest on corporate bonds, however, are probably still lower 
now than in the early 1970s. 


Taking the cost of both equity and debt capital into account, the available 
evidence suggests that the real cost of capital is probably not significant- 
ly higher now than in the 1960s and early 1970s. 


e) Exports and Imports 


The projected recession in the U.S. in 1980 is likely to result in slower 
growth of Canadian exports than in 1979. After 1980, however, the projec- 
ted recovery in U.S. output growth is expected to contribute to a much 
improved performance of Canadian exports. Over the period 1981-1985, 
exports of goods and services are projected to grow by 4.6 per cent per 
year. 


Imports over the same period are anticipated to rise by 4.2 per cent per 
year. Construction materials, machinery and equipment, and industrial 
materials are projected to be the merchandise import categories growing 
most strongly over the medium term. The growth in these items reflects 
the strength projected in domestic investment growth, and the lack of 
Canadian sources of supply for many of these products. 


The behaviour of the real merchandise trade balance will be determined by 
the interaction of a number of factors. First, as has already been indicat- 
ed, the outlook for the U.S. economy is a major determinant of the behaviour 
of Canada's merchandise trade balance. Second, while the recent improvement 
in Canada's international competitive position has undoubtedly had beneficial 
effects on the trade flows, the full effects will not be felt until producers 
have put in place the new capacity which will be required. While this 
investment is taking place, imports rise because a large part of Canada's 
machinery is obtained from other countries. Third, the future course of 
wage and price developments in Canada, as well as exchange rate movements, 
will have a significant effect on Canada's trade performance. 


The value of the merchandise trade surplus is projected to continue to 
rise over the next seven years. Part of this is due to terms-of-trade 
gains early in the projection period, which are then maintained throughout 
the period. As well, the strong expected impact on conservation and 
inter-fuel substitution from the new energy pricing policy also provides a 
strong element of support to this continued improvement. 


The improvement in the merchandise trade surplus is expected to be offset, 
however, by continued growth in the service account deficit. The largest 
and most rapidly growing element of the service account deficit has been 
the deficit on interest and dividends. 
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In nominal terms, the deficit on trade in goods and services as a share of 
GNE is projected to increase in 1979 and 1980, but then decline throughout 
the rest of the period to 1985. The major economic forecasters and private 
research groups which prepare medium-term projections of the Canadian 
economy are forecasting levels of the 1985 deficit on goods and services 

in the range $11-16 billion. The level of the 1985 deficit assumed in 

the fiscal projections is in the lower end of this range. 


There are very great difficulties in forecasting the foreign balance even 
in the short run, let alone the medium run. Since it is the difference 
between the value of exports and the value of imports of all goods and 
services, even small errors in these flows can produce large errors in the 
deficit. The 1979 deficit now appears likely to be significantly below 
the $7 billion expected earlier because of the recent revisions to the 
figures. If one looks ahead, it appears that natural gas exports may be 
higher than had been assumed, in light of the results of the National 
Energy Board hearings on gas export licensing. Tourism is another area in 
which there is significant potential for higher receipts than are projected 
here. 
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PRICES AND INCOMES 


This discussion so far has focussed upon the projections for aggregate 
output, productivity, employment, the unemployment rate, and the structure 
of aggregate demand. The evolution of these variables not only influences, 
but is influenced by the behaviour of prices and incomes. The government's 
fiscal calculations also are directly affected by the growth of prices and 
current dollar incomes. 


Price and income projections are notoriously difficult to make for more 
than a short period of time ahead. As has been evident frequently in 
recent years, the aggregate price level is subject to unpredictable changes 
in the prices of particular products like oil. Moreover, expectations 

play a large part in the process of price and income determination. 


Because of the great uncertainties associated with the projection of price 
inflation, Table 7 provides two alternative projections of increases in 
the consumer price index (CPI) over the medium term. The projected growth 
rates of the CPI are the same in the two projections for 1979 and 1980, 
but differ thereafter. The projected increase of 9.2 per cent for 1979 is 
based upon actual figures for the first ten months of the year. A number 
of factors underlie the projected increase to 11 per cent in 1980; e.g., 
the increase in domestic 011 and gas prices, the higher excise tax on 
transportation fuels, the recent acceleration in wage settlements, and 
continued strong growth in food and import prices. In the low-price 
scenario, the rate of increase of the CPI declines steadily after 1980 to 
reach 6 per cent in 1985. In the high-price scenario, the inflation rate 
rises marginally again in 1981, before turning down and reaching only 7.8 
per cent in 1985. 


Table 7 


Projected Percentage Rates of Growth of the Consumer Price Index, 
1979=1985 


Low-Price High-Price 

Scenario Scenario 
1979 9.2 S52 
1980 Wag) 11.0 
1981 10eal py4 
1982 8.4 10:3 
1983 7.6 9.1 
1984 6.5 8.0 
1985 6.0 Vines 


Source: Department of Finance. 
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Virtually all current projections by major forecast groups show a secular 
decline in the rate of inflation. The question is when it will begin to 
take hold, and how fast it will proceed. If it is assumed: 


i) that the Bank of Canada will continue with its policy of reducing 
the growth in the money supply to a level where it corresponds 
more closely with the rate of increase in output; 


ii) that the federal and provincial governments will persist with 
their policies of restraint until the all-government deficit has 
been eliminated; 


iii) that an economic climate conducive to a high level of investment 
1s maintained, bringing in its wake a significant recovery in 
productivity growth; 


iv) that the international rate of price inflation does not worsen 
appreciably; 


v) that the exchange rate will appreciate somewhat during the 
period as a result of a better foreign trade performance and 
long-run capital inflows attracted by Canada's favourable prospects, 
especially with regard to energy; 


vi) that wage and salary demands will be reasonably restrained; and 


vii) that the Canadian economy will not be subjected to major shocks 
and disruptions because of energy developments and other possibil- 
ities; 


then the low-price scenario may be more probable. Indeed, it is quite 
conceivable that our price performance could be even better than this 
low-price scenario suggests. 


On the other hand, should monetary and fiscal policy be more accommodating 
to price inflation, if the exchange rate remains at its present level of 
$.85 U.S. or declines, if the international rate of inflation accelerates, 
if there are major shocks and disturbances such as serious energy supply 
interruptions, and if wage and salary demands accelerate strongly in 
response to the rise in prices in 1979 and 1980, then the high-price 
scenario seems more realistic. 


For the purposes of the current projection of the government fiscal position 
ijt was decided to assume the high-price scenario, for two reasons. First, 
jt has always been the practice in making official forecasts to assume 

that the exchange rate would remain at or about its current level, in 

order to avoid the risk of having undue influence on expectations in the 
exchange market. Second, it is important to avoid an optimistic bias in 

the assumptions made for fiscal planning, particularly on the expenditure 
side. It should be emphasized, however, that the achievement of the 
low-price scenario not only would be a great deal more satisfactory in 

terms of inflation itself but also would increase the probabilities of 
achieving and exceeding the projected rates of growth of real output and 
employment. This result would also help to improve the federal government's 
fiscal position. 


ne 


The two most important components of the tax base upon which fiscal 
projections are based are labour income and corporate profits. For the 
most part, labour income growth is projected to move in a similar fashion 
to current dollar GNE growth; consequently, the labour income share of 
national income is projected to remain roughly constant over the period 
1979-1985. Corporate profits are projected to grow about 0.5-1.0 percentage 
points per year more quickly than nominal GNE over the period, and thus 
rise as a share of GNE. However, the overall average for corporate profits 
growth is significantly affected by the very strong performance of corpor- 
ate profits in 1979. After 1979, corporate profits growth is projected to 
average 11.4 per cent per year. 
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A COMPARISON OF MEDIUM-TERM PROJECTIONS OF THE CANADIAN ECONOMY 


A limited number of private forecasters and economic research groups 
prepare fully articulated medium-term projections of the Canadian economy. 
These include Informetrica Ltd., Data Resources Incorporated (Canada) 
(DRI), and the Economic Council of Canada. This chapter compares the most 
recent projections prepared by each of these groups with the projection 
outlined in the previous chapter. 


Table 8 summarizes the main elements of the Informetrica, Economic Council, 
DRI and Finance projections over the period to 1985. There are a number 
of differences in the projections, attributable to differences both in 
projection methodology, and in underlying assumptions with respect to the 
external environment over the medium term, food prices, and government 
energy and expenditure policies. On balance, however, the similarities in 
the projections are more striking than the differences. By and large, it 
is fair to state that while the projections differ in detail, the trends 
in most major variables are similar. 


The projected average yearly rate of GNE growth ranges from 3.0 per cent 
(Finance) to 3.8 per cent (DRI), with the rates of growth projected by 
Informetrica and the Economic Council being in the middle of the range. 
Most of this difference is reflected in the different labour productivity 
growth rates carried in the projections. Projected rates of employment 
growth are for the most part very similar, with the DRI employment growth 
rate being somewhat higher than those of the other groups. 


There are two distinct views on the likely evolution of labour force 
participation rates. DRI, Informetrica and Finance each project the 
aggregate participation rate to rise to over 66 per cent of the working- 
age population by 1985, primarily as a result of continued growth in the 
participation rate of adult women. The Economic Council, on the other 
hand, projects a substantial slowing of the rate of growth of labour force 
participation. These differences in views account for much of the differ- 
ence in projected rates of labour force growth. Differences in labour 
force and employment growth lead to significant differences in the projec- 
ted 1985 unemployment rates. 


The range of increases of the consumer price index is somewhat higher in 
the Finance projection, due in.part to the incorporation into it of the 
increase in the excise tax on transportation fuels. Different assumptions 
about food price increases and exchange rate movements also account for 
some of the differences in the projected price patterns. 
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Table 8 


Main Elements of the Most Recent DRI, Informetrica, 
and Economic Council Projections, Compared to the 


Department of Finance Projection, 1979-1985(1) 


Informetrica 
Wage 
Economic Reference Acceleration 


Finance Council Projection Projection DRI 


Main Aggregates 


GNE 370 326 335 3.4 
Productivity 0.6 Lez 12 125 
Emp loyment 2.4 2.4 Ze53 van} 
Labour force 263 129 2.1 ZF 
Unemployment rate (1985) TAS 4.8 74 7.8 
Prices and Wages 

CRI 8, 4-9! 56826 1%3 Bo3 
Average wages SFB=9F91N9:,.9 8.5 mips 
Aggregate Demand 

Components 

Consumption 355 4.0 Se Sez 
Government expenditures 0.8 125 24.3 19 
Residential investment 2.2 2.6 0.4 OFF 
Non-residential investment 6.1] 6.0 6.6 6fZ 
Total exports 92D 3.8 4.] 4.0 
Total imports 3.9 4.2 4.0 4.0 


(1) Figures given in this table are average annual percentage growth rates 
calculated over the seven-year period 1979-1985, except for the unemployment 
rate which is the level projected to obtain in 1985. 


Source: Economic Council of Canada, Reference Solution, Two Cheers for 
the Eighties, Sixteenth Annual Review, 1979; Data Resources Incorporated 
(Canada), TRENDLONG1105; Informetrica Ltd. , Post-Workshop I-79 Forecast, 
and Pre-Workshop II-79, Wage-Acceleration Scenario; and Department of 
Finance. 


Informetrica's growth rates of wages and prices in their reference 
projection are the lowest among the four projections. Informetrica feels 
that the main uncertainty in this profile is that wage-price growth could 
be significantly higher. One of the two alternative scenarios which it 
prepared for discussion at its recent forecast workshop was a case in 
which the growth rate of average wages was projected to rise to 9.8 per 
cent per year over the seven-year period, and was accompanied by CPI 
growth averaging 8.3 per cent per year. 


There are many similarities in the projected profiles of growth of the 


major components of aggregate demand. In each projection, the main element 
of strength is growth in non-residential business investment, which encom- 
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passes both energy and non-energy investment. The projected seven-year 
average growth rates of non-residential investment are very similar, rang- 
ing from the Economic Council's 6.0 per cent to Informetrica's 6.6 per 
cent in their reference projection. Except in the case of the Informetrica 
projection, consumption expenditures are projected to grow more quickly 
than GNE. Each projection assumes that government sector expenditures 

will continue to grow slowly over the medium term. Residential investment 
is in most cases projected to be the slowest-growing component of aggregate 
demand in each projection, with average annual growth rates ranging from 
0.1 per cent (Informetrica reference projection) to 2.6 per cent (Economic 


Council). The projected growth rates of exports and imports fall within a 
narrow range. 


For additional copies: 


Distribution Centre 
Department of Finance 
Ottawa, Ontario 

KIA 0G5 

(613) 995-2855 
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